SENATE ECONOMICS LEGISLATION COMMITTEE





Inquiry into the Financial Sector Legislation Amendment Bill (No. 2) 2002 


(“the Bill”)





Executive Summary:





The Bill is designed to amend a number of financial sector Acts. The main amendments are aimed at improving APRA’s ability to monitor the financial industry through improving administration and ensuring that Australia is in compliance with international best practice standards in supervision.





The Bill also introduces the concept of a “fit and proper” test to directors and senior managers of ADI’s and authorised NOHC’s. This test is designed to ensure that those people involved in the financial services sector at a senior management level are competent in their duties and are of good character. This has the potential to impact on investor perception of the Australian financial market and is also an important risk management tool.





The importance of assessing the fitness and propriety of those persons working in the financial services sector is reflected by the Fit and Proper test for Approved Persons designed by the Financial Services Authority in the United Kingdom. It has also been addressed by Standards Australia draft Australian Standard DR99025 “Human Resources Management Part 1: Pre-employment checking.” Further, the Australian courts have also considered the issue in the matter of Smith v State Bank of New South Wales Limited [2001] FCA 946 (20 July 2001), where it was held that the Bank had a duty to take reasonable steps to enquire about the background of staff or representatives.





I have outlined in the body of my submission, some of the types of enquiries that could be conducted on a person to assess whether they were “fit and proper” as defined by the Bill. I have also sought to provide some insight into some of the information sources available to the Senate Economics Legislation Committee during their deliberations as to the design and application of the “fit and proper” test.





Introduction:





I am the Managing Director of Hibis Corporation Pty Limited (“Hibis”), a management consultancy specialising in the prevention, detection and investigation of corporate fraud.  One of the services provided by Hibis is pre-employment screening – that is the verification of information supplied by candidates seeking employment with an organisation.





Prior to founding Hibis in February 2002, I was Director, Fraud and Investigations, PricewaterhouseCoopers.  I am currently on the Standing Committee at Standards Australia dealing with Draft Australian Standard 99025 “Human resources management Part 1: Pre-employment checking”. A copy of my curriculum vitae is attached to this submission at Appendix 1.





I understand that the Senate has referred the provisions of the above Bill to the Senate Economics Legislation Committee (“the Committee”) to report by 10 December 2002. I also understand that the Committee is particularly interested in the design and application of a “fit and proper” test to directors of ADI’s and authorised NOHC’s.-





Empirical Evidence:





I have been involved in pre-employment screening in Australia for 6 years, and during that time I have met with numerous organisations to talk to them about the benefits of screening potential employees.  Experience and studies have shown that historically, a large percentage of fraud is committed by employees.  The 2002 KPMG Fraud Survey was sent to 2,000 of Australia and New Zealand’s largest organizations in both the public and private sector.  One of the findings of this survey was that 59% of frauds were committed by employees. 





In 2002, the Association of Certified Fraud Examiners released its fraud survey titled “2002 Report to the Nation – Occupational Fraud and Abuse”.  This survey was distributed to 10,000 certified fraud examiners in the United States and received 971 responses.  One of the findings of this survey was that there were three measures that had been shown to significantly reduce the cost of fraud, one of which was background checks on new employees (P.28).





Information Sources:





Those professionals in the industry acknowledge the high incidence of employee-related fraud and recognise pre-employment screening (also referred to as background checking, probity checking) as an important risk management tool. This fact has been addressed by Standards Australia in the drafting of the standard referred to above.  In this standard, it is stated that a “thorough pre-employment screening process is considered by some experts to be the most effective way of minimizing and guarding against potential security risks. The objective of a pre-employment screening process is to reduce the risk of a potential security breach and to improve the quality of personnel joining an organization” (p.3).





Section 5.6 of the draft standard sets out those checks which should be undertaken as part of the screening process. They are:





1.	An identification check to confirm that the applicant is the person they purport to be.





2.	Check the applicant’s curriculum vitae to ensure that there are no unexplained gaps or anomalies in it.





3.	Check that all professional and academic qualifications are authentic.





4.	Verify employment history for, at least, five consecutive years prior to the application.





5.	Obtain enough references to establish a history of probity.





6.	The applicant should be asked to provide a police records check.





The Bill amends a number of financial sector Acts and one of its aims is to ensure that Australia is in compliance with international best practice standards in supervision. One country that can be used as a “bench mark” in the Committee’s enquiry in relation to this issue is the United Kingdom.





The Financial Services Authority (“the FSA”) is an independent non-governmental body exercising statutory powers for the regulation of investment business and the supervision of banks, under the Financial Services Act 1986 and the Banking Act 1987, in the United Kingdom.  It also supervises insurance under the Insurance Companies Act 1982, and has further powers in relation to the regulation of other financial sectors by way of the Financial Services and Markets Act 2000.





Section 61(1) of the Financial Services and Markets Act 2000 allows the FSA to grant an application for approval made under Section 60 of the Act only if it is satisfied that the candidate is fit and proper to perform the controlled function to which the application relates.  Further, under Section 63(1) of the Act, the FSA may withdraw its approval if it considers that the person in respect of whom the approval was given is not fit and proper to perform the controlled function to which the approval relates. (Section 1.2, FSA Handbook, FIT, 21 June 2001).





According to the FSA’s Handbook “Fit and Proper test for Approved Persons”,  the FSA must have regard to a number of factors when assessing the fitness and propriety of a person, including  the person’s:





1.	honesty, integrity and reputation;





2.	competence and capability; and





3.	financial soundness.





The FSA must also take into account the activities of the firm for which the controlled function is to be performed, the permission held by that firm and the markets within which it operates (Section 1.3).





In order to assess a person’s fitness and propriety, the FSA has developed assessment criteria which are detailed at Section 2.1 of the Handbook.  These criteria can be summarised as follow:





Honesty and Integrity





1.	whether the person has been convicted of a criminal offence – particular emphasis would be given to offences of dishonesty, fraud or financial crime





2.	whether the person has been the subject of any adverse finding or any settlement in civil proceedings





3.	whether the person has been the subject of, or interviewed in the course of, any investigation or disciplinary proceedings by any of the regulatory agencies, professional bodies, clearing houses and exchanges





4.	whether the person is or has been the subject of any proceedings of a criminal or disciplinary nature





5.	whether the person has contravened any of the requirements and standards of the regulatory system





6.	whether the person has been the subject of any justified complaint relating to regulated activities





7.	whether the person has been involved with a company or other organization that has been refused registration or a license to carry out a trade or profession or where that registration or license has been revoked





8.	whether the person has been refused the right to carry on a trade, business or profession requiring a license





9.	whether the person has been involved in the management of a business that has gone into insolvency, liquidation or administration





10.	whether the person, or any business with which they have been involved, has been investigated or disciplined by any regulatory or professional body





11.	whether the person has been dismissed, or asked to resign from employment or a position of trust





12.	whether the person has ever been disqualified from acting as a director 





13.	whether, in the past, the person has been candid and truthful in all their dealings with any regulatory body.

















Competence and Capability





1.	whether the person satisfies the requirements of the FSA’s Training and Competence sourcebook in relation to the controlled function the person performs





2.	whether the person has demonstrated by experience and training that the person is able to perform the controlled function.





Financial Soundness





1.	whether the person has been the subject of any judgment debt or award, in the UK or elsewhere, that remains outstanding or was not satisfied within a reasonable period





2.	whether the person has made arrangements with their creditors, filed for bankruptcy, or been adjudged bankrupt.





According to the Handbook, the FSA will not normally require the person to supply a statement of assets or liabilities.





Based on my experience in dealing with persons who have behaved unlawfully and/or unethically, these criteria go a long way to satisfying what I would consider “best practice” in background screening.  In Australia, there are a number of sources which would allow a financial services institution to gather evidence such as that outlined by the FSA with respect to its Fit and Proper Test for Approved Persons.





Evidence about a persons work experience can be gathered through speaking with previous employers, including line managers and human resource departments.  Educational and professional qualifications can be confirmed through speaking with the educational institution or professional body concerned. It is important that these types of enquiries are conducted as advances in technology make the rendering of false documents relatively easy.





A number of databases exist in Australia that allows organizations to obtain information on potential employees.  These include:





·	the National Personal Insolvency Index





·	the Australian Securities and Investments Commission database





·	the Australian Electoral Roll





Given this information, it is apparent that there are no reasons why organizations or regulatory authorities could not carry out sufficient enquiries to apply a “fit and proper” test to directors of ADI’s and authorised NOHC’s. One barrier which may exist though relates to the new Commonwealth Privacy Act which was introduced on 21 December 2002.





This Act specifies what persons and organisations should do with respect to personal information they gather, disseminate and store.  To this end, organisations would have to ensure that any information they gathered was done so with the consent and knowledge of the person and that that information was only used for the purpose for which it was obtained – that is to assess whether a person can be classified as a fit and proper person. Further, the information would have to be stored securely and disposed of when no longer required.





During its deliberations, the Committee may also want to assess the impact of recent court decisions on the notion and application of the fit a proper person test.  In the matter of Smith v State Bank of New South Wales Limited [2001] FCA 946 (20 July 2001) the court held that the Bank should have taken reasonable steps to enquire about the background of staff or representatives.  





The facts of this matter were that the Applicants were a couple who emigrated from England in 1998.  Upon settling in Australia, the Applicants invested $300,000 with a business consultant, Douglas Gordon Johnston. Mr Johnston was accredited by the Colonial State Bank to sell its financial products.





Mr Johnston invested the Applicant’s money in a company he was associated with, Greenacres Management Pty Ltd.  The money was subsequently lost, and the Applicants sued the Bank.  During the proceedings, it was revealed that Mr Johnston was an undischarged bankrupt and had previous criminal convictions for fraud-related offences. The Bank was found by the Federal Court of Australia to be negligent for failing to adequately check Mr Johnston’s background before accrediting him. As a result, the Bank was ordered to pay $300,000, $80,000 in interest and the Applicant’s costs.





Another issue which will impact on the Committee’s consideration of the design and application of a “fit and proper” test to directors and senior managers is the Australian Securities and Investments Commission (“ASIC”) Policy Statement 146 “Licensing: Training of Financial Product Advisers”.  Under this policy statement, financial product advisers must complete approved training courses or be individually assessed at an educational level appropriate to the complexity of their activities and clients’ needs.





Under the provisions of this policy statement, one of the responsibilities the license holder has is to ensure that individual Advisers have the required level of competency. It would therefore be essential that a license holder conducts detailed background enquiries into those persons who are representatives of the organisation to determine whether they have the work experience necessary to fulfil their role as a financial product adviser, and also, whether or not they have the required educational and professional qualifications.





These enquiries would be similar to those detailed by the FSA under their Fit and Proper person test and those suggested by Standards Australia in their draft standard DR99025. I would also suggest that they would dovetail into what would be considered in terms of the Bill with respect to its “fit and proper” test.





Conclusion:





It would be my submission that there are a number of areas from which the Australian government could draw upon with respect to the design and application of a “fit and proper” test to directors and senior managers of ADI’s and authorised NOHCs. These include:





·	the criteria developed by the FSA in the United Kingdom relating to its Fit and Proper Test for Approved Persons





·	the checks detailed in Draft Australian Standard 99025





·	the experience of professionals in the risk management arena who have dealt with issues such as pre-employment screening and probity checking.





I believe the Bill provides the Australian government with the opportunity of developing a robust process which would ensure the fitness and propriety of those persons provided financial advice to members of the Australian public. I also believe that the application of the “fit and proper” test would go some way to restoring investor confidence in the Australian market and amongst international investors, which would in turn have a positive impact on the Australian economy.


